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To the People of Kentucky
Honorable Steven L. Beshear, Governor
Jonathan Miller, Secretary
Finance and Administration Cabinet
Honorable J.M. Hall, Knox County Judge/Executive
Members of the Knox County Fiscal Court

The enclosed report prepared by Simon, Underwood & Associates PSC, presents the financial activity
contained in the Fourth Quarter Report of Knox County, Kentucky, as of and for the year ended June
30, 2008.

We engaged Simon, Underwood & Associates PSC to perform the audit of this financial activity. We

worked closely with the firm during our report review process; Simon, Underwood & Associates PSC
evaluated the Knox County’s internal controls and compliance with applicable laws and regulations.

Respectfully submitted,

e il

Crit Luallen
Auditor of Public Accounts

Enclosure






EXECUTIVE SUMMARY

AUDIT EXAMINATION OF THE
KNOX COUNTY FISCAL COURT

June 30, 2008

Simon, Underwood & Associates PSC was engaged to audit the financial activities of the Knox County
Fiscal Court for fiscal year ended June 30, 2008 and we have issued a disclaimer of opinion thereon.

Based on our assessment of overall audit risk, we determined the risk to be too high and we were unable
to apply other procedures to overcome this risk. In addition, the Fiscal Court had serious weaknesses in
the design and operation of its internal control procedures and accounting functions. Furthermore, even
though management began to implement internal control procedures, we were unable to apply audit
procedures to test for appropriate compliance with statutory, contractual, and administrative regulations
as well as with federal grant agreements, Department of Local Government (DLG) requirements, and
county administrative code requirements. In addition, we were not able to access certain fiscal court
records needed for beginning balances and current year transactions to adequately conduct our
procedures due to the county’s lack of certain requested documentation. The significance of these
issues, in the aggregate, prevents us from expressing an opinion and we do not express an opinion on
the financial activities of the Knox County Fiscal Court.

Report Comments:

2008-01 The County Should Improve Their Internal Control Procedures

2008-02 The County Should Maintain Proper Records For The Public Properties Corporation Fund

2008-03 The County Should Pursue Collections Of All Amounts Due To The County And All Assets
Owned By The County

2008-04 The County Administration Transferred $188,524 Of Funds And $636,127 In Budget
Transfers Prior To Or Without Fiscal Court Approval

2008-05 The County Did Not Follow Proper Purchase And Procurement Procedures That Resulted In
Failed Testing Procedures

2008-06 The County Owes Approximately $9,802 In Past Due Inmate Medical Bills

2008-07 $8,500 Of Credit Card Expenditures Could Not Be Appropriately Validated And Were Not
Properly Documented

2008-08 The County Has Inaccurate And Incomplete VVacation Leave Records For Employees

2008-09 The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided
To All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15

2008-10 The County Judge/Executive Or A Designated Person Should Keep And Maintain Required
Records

2008-11 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
Proper Location

2008-12 The County Should Maintain Complete And Accurate Capital Asset Schedules To Comply
With GASB 34 Requirements

2008-13 The County Should Incorporate Any Future Knox County Hospital Bond Default Obligations
In Their Budget

2008-14 The County Should Pursue Collection Of Overcharges Which Caused Questioned Costs Of
$134,090 Of Federal Transportation Grant Funds Due To Failure To Comply With Allowable
Costs In Prior Year

2008-15 The County Should Monitor Bonding Requirements For All Elected And Appointed Officials

2008-16 The County Should Incorporate All Potential Liabilities In Its Budget Process

2008-17 The County Should Record All Debt Financing Obligations

2008-18 The Jail Should Improve Their Internal Control Procedures

2008-19 The County Failed To Monitor Federal Grant Funds
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To the People of Kentucky
Honorable Steven L. Beshear, Governor
Jonathan Miller, Secretary
Finance and Administration Cabinet
Honorable J.M. Hall, Knox County Judge/Executive
Members of the Knox County Fiscal Court

Independent Auditor’s Report

We were engaged to audit the financial activity contained in the Fourth Quarter Report of Knox County,
Kentucky, as of and for the year ended June 30, 2008. The financial activity is the responsibility of the
Knox County Fiscal Court.

The financial activity contained in the Fourth Quarter Report is intended to present budgeted and actual
revenues and expenditures of the Knox County Fiscal Court on the cash basis of accounting and also the
long-term debt of the Fiscal Court. Actual revenues and expenditures are recognized when received or
paid rather than when earned or incurred. The presentation of the financial activity contained in the
Fourth Quarter Report is not intended to be a presentation in conformity with generally accepted
accounting principles.

Based on our assessment of overall audit risk, we determined the risk to be too high and we were unable
to apply other procedures to overcome this risk. In addition, the Fiscal Court had serious weaknesses in
the design and operation of its internal control procedures and accounting functions. Furthermore, even
though management began to implement internal control procedures, we were unable to apply audit
procedures to test for appropriate compliance with statutory, contractual, and administrative regulations
as well as with federal grant agreements, Department of Local Government (DLG) requirements, and
county administrative code requirements. In addition, we were not able to access certain fiscal court
records needed for beginning balances and current year transactions to adequately conduct our
procedures due to the county’s lack of certain requested documentation. The significance of these
issues, in the aggregate, prevents us from placing any reliance on the financial activities contained in the
Fourth Quarter Report of the Fiscal Court.

Because we were unable to place reliance on the accuracy, validity, and completeness of the county’s
Fourth Quarter Report and because audit risk is at an unacceptable level, the scope of our work was not
sufficient to enable us to express, and we do not express, an opinion on the financial activity contained
in the report referred to in the first paragraph.

In accordance with Government Auditing Standards, we have also issued our report dated June 26,
2009, on our consideration of Knox County, Kentucky’s internal control over financial reporting and on
our tests of its compliance with certain provisions of laws, regulations, contracts, and grant agreements
and other matters. The purpose of that report is to describe the scope of our testing of internal control
over financial reporting and compliance and the results of that testing, and not to provide an opinion on
the internal control over financial reporting or on compliance. That report is an integral part of an audit
performed in accordance with Government Auditing Standards and should be considered in assessing
the results of our audit.

4020 Taylorsville Road  Louisville, KY 40220 Telephone: 502-456-4B60  Facsimile: 502-456-4829  wawwi suacpa com
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To the People of Kentucky
Honorable Steven L. Beshear, Governor
Jonathan Miller, Secretary
Finance and Administration Cabinet
Honorable J.M. Hall, Knox County Judge/Executive
Members of the Knox County Fiscal Court

Based on the results of our audit, we present the accompanying comments and recommendations,
included herein, which discusses the following report comments:

2008-01
2008-02
2008-03
2008-04
2008-05

2008-06
2008-07

2008-08
2008-09

2008-10
2008-11
2008-12
2008-13
2008-14
2008-15
2008-16
2008-17

2008-18
2008-19

The County Should Improve Their Internal Control Procedures

The County Should Maintain Proper Records For The Public Properties Corporation Fund
The County Should Pursue Collections Of All Amounts Due To The County And All Assets
Owned By The County

The County Administration Transferred $188,524 Of Funds And $636,127 In Budget
Transfers Prior To Or Without Fiscal Court Approval

The County Did Not Follow Proper Purchase And Procurement Procedures That Resulted In
Failed Testing Procedures

The County Owes Approximately $9,802 In Past Due Inmate Medical Bills

$8,500 Of Credit Card Expenditures Could Not Be Appropriately Validated And Were Not
Properly Documented

The County Has Inaccurate And Incomplete Vacation Leave Records For Employees

The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided
To All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15
The County Judge/Executive Or A Designated Person Should Keep And Maintain Required
Records

The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
Proper Location

The County Should Maintain Complete And Accurate Capital Asset Schedules To Comply
With GASB 34 Requirements

The County Should Incorporate Any Future Knox County Hospital Bond Default Obligations
In Their Budget

The County Should Pursue Collection Of Overcharges Which Caused Questioned Costs Of
$134,090 Of Federal Transportation Grant Funds Due To Failure To Comply With Allowable
Costs In Prior Year

The County Should Monitor Bonding Requirements For All Elected And Appointed Officials
The County Should Incorporate All Potential Liabilities In Its Budget Process

The County Should Record All Debt Financing Obligations

The Jail Should Improve Their Internal Control Procedures

The County Failed To Monitor Federal Grant Funds

G end Hordsrm ,(p,f;w'ai: 7.

Simon, Underwood & Associates PSC
Certified Public Accountants and Consultants

Louisville, Kentucky
June 26, 2009
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Fiscal Court Members:

J. M. Hall
Terry Brown
Jerry Hamilton
Carson Gilbert
Doyle Gibson

Giulio Cima

Other Elected Officials:

Charley Dixon, Jr.
Larry D. Hammons
Mike Corey

Greg Helton

John Pickard

Bill Oxendine

Michael Blevins

Appointed Personnel:

Jim Tye
Darren West
Tammy Mays
Wayne Willis

County Judge/Executive
Magistrate
Magistrate
Magistrate
Magistrate
Magistrate

County Attorney

Jailer

County Clerk

Circuit Court Clerk

Sheriff

Property Valuation Administrator

Coroner

Deputy County Judge/Executive
County Treasurer
Finance Officer

Occupational Tax Administrator
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REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING AND
ON COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT OF FINANCIAL STATEMENTS
PERFORMED IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS






Simon,
Underwood e
Associates esc

Certified Public Accountants and Consultants

The Honorable J. M. Hall, Knox County Judge/Executive
Members of the Knox County Fiscal Court

Report On Internal Control Over Financial Reporting And
On Compliance And Other Matters Based On An Audit Of Financial
Statements Performed In Accordance With Government Auditing Standards

We were engaged to audit the financial activity of the Fourth Quarter Report of Knox County,
Kentucky, as of and for the year ended June 30, 2008, and have issued our report thereon dated June 26,
2009, wherein, we disclaimed an opinion on the financial activity contained in the Fourth Quarter
Report. We conducted our audit in accordance with auditing standards generally accepted in the United
States of America and the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered Knox County’s internal control over financial
reporting as a basis for designing our auditing procedures for the purpose of expressing our opinion on
the Fourth Quarter Report and not for the purpose of expressing an opinion on the effectiveness of
internal control over financial reporting. Accordingly, we do not express an opinion on the
effectiveness of Knox County’s internal control over financial reporting.

Our consideration of internal control over financial reporting was for the limited purpose described in
the preceding paragraph and would not necessarily identify all deficiencies in internal control over
financial reporting that might be significant deficiencies or material weaknesses. However as discussed
below, we identified certain deficiencies in internal control over financial reporting that we consider to
be significant deficiencies.

A control deficiency exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a control deficiency, or combination of
control deficiencies, that adversely affects the entity’s ability to initiate, authorize, record, process, or
report financial data reliably in accordance with the cash basis of accounting such that there is more
than a remote likelihood that a misstatement of the entity’s financial statements that is more than
inconsequential will not be prevented or detected by the entity’s internal control over financial
reporting. We consider the following deficiencies described in the accompanying comments and
recommendations to be significant deficiencies in internal control over financial reporting: 2008-01,
2008-02, 2008-03, 2008-05, 2008-06, 2008-07, 2008-12, 2008-14, 2008-16, and 2008-18.

4020 Taylorsville Road  Louisville, KY 40220 Telephone: 502-456-4B60  Facsimile: 502-456-4829  wiww suacpa com
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Report On Internal Control Over Financial Reporting And

On Compliance And Other Matters Based On An Audit Of Financial
Statements Performed In Accordance With Government Auditing Standards
(Continued)

Internal Control Over Financial Reporting (Continued)

A material weakness is a significant deficiency, or combination of significant deficiencies, that results
in more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected by the entity’s internal control. Our consideration of the internal control over
financial reporting was for the limited purpose described in the first paragraph of this section and would
not necessarily identify all deficiencies in the internal control that might be significant deficiencies and,
accordingly, would not necessarily disclose all significant deficiencies that are also considered to be
material weaknesses. However, we consider the significant deficiencies described above to be material
weaknesses as follows: 2008-01, 2008-03, 2008-05, 2008-12, and 2008-18.

Compliance And Other Matters

As part of obtaining reasonable assurance about whether the Knox County’s Fourth Quarter Report is
free of material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, contracts, and grant agreements, noncompliance with which could have a direct and
material effect on the determination of financial statement amounts. However, providing an opinion on
compliance with those provisions was not an objective of our audit and, accordingly, we do not express
such an opinion. The results of our tests disclosed instances of noncompliance or other matters that are
required to be reported under Government Auditing Standards and which are described in the
accompanying comments and recommendations are as follows: 2008-03, 2008-04, 2008-08, 2008-09,
2008-10, 2008-11, 2008-13, 2008-14, 2008-15, 2008-16, 2008-17, and 2008-19.

The Knox County Judge/Executive’s responses to the comments and recommendations identified in our
report are included in the accompanying comments and recommendations. We did not audit the Knox
County Judge/Executive’s responses and, accordingly, we express no opinion on them.

This report is intended solely for the information and use of management, the Knox County Fiscal

Court, and the Department for Local Government and is not intended to be and should not be used by
anyone other than these specified parties.

¢
Simon, Underwood & Associates PSC

Certified Public Accountants and Consultants

Louisville, Kentucky
June 26, 2009
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KNOX COUNTY
COMMENTS AND RECOMMENDATIONS

Fiscal Year Ended June 30, 2008

2008-01 The County Should Improve Their Internal Control Procedures

The County has a lack of segregation of duties. Due to the entity’s diversity of official operations, small
size, and budget restrictions the County has limited options for establishing an adequate segregation of
duties. We recommend the following procedures be implemented to strengthen the internal control
weaknesses:

e An independent person opens the bank statements and reviews them for unusual items, such as
debit memos, and overdraft charges. The person should initial the bank statement in order
document this control.

e An independent person should review the treasurer’s bank reconciliations for accuracy. The person
completing this review should initial the bank reconciliation to document that a review was
performed.

¢ An employee independent of check writing and posting duties should match purchase orders to
checks and invoices. The employee who signs the checks should also cancel the purchase orders
and invoices to ensure invoices are not paid twice.

e To have better internal controls, it is considered a best practice to keep the receipt of cash, the
disbursement of cash, and the posting of cash to the ledgers delegated to separate individuals.

We recommend the County implement these procedures. This will help segregate the duties of the
County Treasurer as well as other employees.

County Judge/Executive J.M. Hall’s Response: Most procedures have been implemented.

2008-02 The County Should Maintain Proper Records For The Public Properties Corporation Fund

The County should maintain proper records for the Public Properties Corporation — Debt Service Fund
(PPC). Since the Fiscal Court is financially accountable and legally obligated for the debt of the PPC, it
is reported as a blended component unit of the Fiscal Court. The County receives the bank statements
for the PPC, and should maintain a receipts and disbursements ledger, and prepare a financial statement.
We recommend the County maintain proper records for the PPC in the future.

County Judge/Executive J.M. Hall’s Response: We are aware and are implementing procedures to
resolve this issue.
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KNOX COUNTY

COMMENTS AND RECOMMENDATIONS
Fiscal Year Ended June 30, 2008

(Continued)

2008-03 The County Should Pursue Collections Of All Amounts Due To The County And All Assets
Owned By The County

KRS 67.705 states that the County Judge/Executive shall receive an annual salary pursuant to the salary
schedule and be paid training incentives as set by the Department for Local Government (DLG).

The maximum salary for the former Judge/Executive in calendar year 2006 was $79,247 and a training
incentive for 2006 of $3,302 totaling $82,667; however, payroll records and reports filed indicate that
the former Judge/Executive received $88,667, which is $6,118 in excess of the amount that should have
been paid by statue.

Prior to leaving office, the former administration prepared the last payroll under their administration,
included in this was a check to the former Judge/Executive. The notation on the check was for vacation
time. This check should not have been paid to the former Judge. Elected officials are not entitled to
vacation and sick leave time. Their positions are elected and therefore do not have attendance
requirements. The salaries to be paid to Judge/Executives as set by the Department for Local
Government (DLG) are all-inclusive and do not allow for additional monies for vacations or sick leave.

During testing of expenditures in prior year, it was discovered that the Former Judge/Executive ordered
office furniture in July 2005 that included a desk and hutch in the total amount of $4,144. Upon further
investigation, it was determined that the expenditure did not have supporting documentation such as a
receipt, purchase order, etc. After additional inquiry, a copy of the invoice was obtained for verification
purposes. It was later determined that the furniture was picked up in February 2007. The furniture was
not delivered to the County, and auditors could not determine where the furniture is currently located.

In addition, between May 1, 2003 and May 1, 2006, the former Judge/Executive devised a scheme for
his family businesses to obtain government monies through county contracts by means of false and
fraudulent representations and promises. The former Judge/Executive and his brother must make
restitution by court order of $110,000 each. As of the date of this report, no restitution has been
received by the County.

We recommend the county use all efforts to collect the amounts owed to the county from the former
Judge/Executive and his brother.

County Judge/Executive JM. Hall’s Response: This information is in the hands of the KY State
Auditor’s Office and has been forwarded to proper authorities.

Auditor’s Reply: KRS 64.820 requires the fiscal court to collect any amount due the county from county
officials (or former county officials) as determined by the Auditor’s audit, and in the event the Fiscal
Court cannot collect the amounts due without suit, the fiscal court shall then direct the county attorney
to institute suit for the collection of the amounts reported by the Auditor to be due the county.
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2008-04 The County Administration Transferred $188,524 Of Funds And $636,127 In Budget
Transfers Prior To Or Without Fiscal Court Approval

The county administration made multiple transfers in funds and budget transfers prior to or without
fiscal court approval. A total of $188,524 of transfers in funds and $636,127 in budget transfers were
either transferred prior to fiscal court approval or auditor was unable to verify that approval was given.
We recommend all transfers be approved by Fiscal Court before the transfer occurs.

County Judge/Executive J.M. Hall’s Response: We are aware and have already corrected this issue.

2008-05 The County Did Not Follow Proper Purchase And Procurement Procedures That Resulted In
Failed Testing Procedures

During our testing of expenditures, we found that some invoices were not paid timely. Auditors
selected 70 invoices for testing totaling $2,928,072. Our testing resulted in nine (9) deviations of the
attributes tested. A summary of our findings follows:

e Late payment of expenditures
o Of the seventy (70) invoices selected for testing, nine (9) invoices totaling $203,421
were not paid within thirty (30) days.

= Lack of proper accounting practices
o Imaged copies of the backs of checks were not maintained with bank statements
including those statements for accounts containing federal funds.
o Sales tax was paid on several items purchased by credit cards and with federal grant
funds.

KRS 65.140 requires any purchaser that receives goods or services to pay for those goods and services
within thirty (30) working days of receipt of a vendor’s invoice. We recommend that the County
comply with these requirements by maintaining supporting documentation for all expenditures and
paying invoices timely, in the future.
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2008-05 The County Did Not Follow Proper Purchase And Procurement Procedures That Resulted In
Failed Testing Procedures (Continued)

Proper accounting procedures and internal control policies should be in place. Bank statements with
imaged copies of both front and backsides of checks should be maintained. All disbursements should
be made as soon as practical after the Fiscal Court approves the expenditures. All invoices should be
cancelled upon payment. Purchasing procedures should be in accordance with DLG requirements,
specifically, purchase orders must include the appropriation account number to which the claim will be
posted and proper approval by management or the department head. Vendor names, departments,
product descriptions, quantities, and prices should be on each purchase order issued in order for the
purchasing procedures to be effective. Sound management and a good internal control structure are
essential for the achievement of full oversight and accountability.

According to KRS 139.470, transactions exempt from sales taxes include “gross receipts from sales to
counties....as defined by KRS 65.005. This exemption shall apply only to purchases...for use solely in
the government function.” Sales tax is not an allowable expenditure of federal funds.

Lack of proper accounting practices and internal controls increases the risk that misstatements of
financial activity and/or fraud will occur and go undetected by the County. Without proper procedures
in place to mitigate the risk, the County is exposing public resources to potential misstatements and/or
fraud.

County Judge/Executive JM. Hall’s Response: These were mostly corrected and were unusual
circumstances with these invoices, many were from prior administration.

2008-06 The County Owes Approximately $9,802 In Past Due Inmate Medical Bills

The County owes approximately $9,802 in past due medical bills. The medical bills are from multiple
service providers for the healthcare services for Knox County inmates. Further examination has
determined that some of the medical bills are at least three years past due. KRS 65.140 requires that
any goods or services received be paid for within thirty (30) working days of receipt of the vendor or
service provider’s invoice. Furthermore, the statute states that any unpaid invoices that exceed 30 days
should have 1% added to the approved price to be submitted to the vendor or service provider.

We recommend that the County pay bills timely in accordance with KRS 65.140 in order to prevent
penalties that are in excess of the purchase contract.

County Judge/Executive J.M. Hall’s Response.: We are aware and have already corrected this issue.
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2008-07 $8,500 Of Credit Card Expenditures Could Not Be Appropriately Validated And Were Not
Properly Documented

Auditors chose twelve (12) credit card statements to test for a total of $27,800. Of the $27,800 of credit
card expenditures tested, only $19,300 had proper documentation to support the expenditure, leaving
$8,500 without adequate documentation. Several expenditures were for travel, meals, or miscellaneous
supplies. Auditor inquired of Finance Officer to see if travel vouchers existed to support expenditures
related to meals and travel; we were told there are no such files. Five credit card statements had finance
charges and one statement had over limit fees. In addition, multiple expenditures showed that the
county paid sales taxes.

The payment of finance charges is not a proper expenditure of public funds. We recommend that the
Fiscal Court apply best practices when exercising its fiduciary responsibility to act as agents of the
public trust. We also recommend that the Fiscal Court have more control of credit card usage and
require documentation of who used the card and for what reason. Strong internal controls dictate that
there be procedures in place that reconcile monthly credit card receipts submitted by employees to the
credit card statements. The payment of sales tax by a governmental entity should be restricted and is
not considered good use of public funds. The following procedures should be implemented
immediately to strengthen internal controls over credit card use:

e The County should not pay sales tax.

o All receipts for credit card transactions should be attached to the statement and filed for preparation
of the claims list.

e Once the statement is received and all receipts related to that statement are attached to the credit
card statement, a detailed list of transactions should be included on the claims list presented to the
Fiscal Court for approval.

e Travel vouchers should be maintained to support meal, hotel, and other travel-related expenditures.
All receipts for such expenses should be attached to the vouchers with the signature of the
employee to substantiate and provide adequate documentation.

County Judge/Executive J. M. Hall’s Response: We agree.
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2008-08 The County Has Inaccurate And Incomplete VVacation Leave Records For Employees

During our review of employee vacation leave time policies and procedures, major issues were found.
We were unable to perform tests for vacation leave records as the only record maintained is through the
payroll software, which is inaccurate. When an employee requests vacation leave, the Finance Officer
must manually calculate that employee’s vacation time available based upon prior timesheets and length
of service for amounts earned and amounts used based upon any hours already paid. The Finance
Officer is also responsible for all payroll processing. There are no cumulative records maintained
through or outside of the payroll software for all employees eligible for vacation benefits. We
understand that to have the payroll software vendor correct this issue through the system might not be
cost effective, however, other options are available.

We recommend that the Fiscal Court implement policies to track vacation leave time that employees
accrue and use. We recommend the Fiscal Court investigate all options available to ensure employees
have earned and utilized vacation benefits accurately. We further recommend that safeguards be put
into place to create checks and balances to track benefits, such as a person independent of the payroll
process keeping separate records.

County Judge/Executive J. M. Hall’s Response: \Ne agree.

2008-09 The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided
To All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15

During the testing of payroll, auditors noted that county employees are not receiving the same level of
health insurance benefits. Elected officials are receiving county-paid family coverage while others are
paying for the extra cost for family coverage. During fiscal year ended June 30, 2008, the County paid
as much as $655 per month per employee for the additional costs of the family plan over the single plan.
The County’s Administrative Code states that the County promotes equal opportunity in matters of
compensation and benefits. It further states that the County pays for an individual’s health insurance
policy but does not add that certain individuals will receive the family benefit as well. In September
2006, the County amended and approved an Administrative Code in which a provision was added that
states:

“The County pays the premium for all individual health insurance policies offered by the
county; except, however, the county will pay the premium for family health insurance plans for
all elected county officials, senior executives and department heads as may be negotiated in
their compensation package.”
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2008-09 The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided
To All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15
(Continued)

In June 2007, the County amended and approved an Administrative Code in which the above provision
still remains. OAG 94-15 states, “the basic statute providing for governmentally funded health
coverage (KRS 79.080) for public employees does not provide for one level of coverage for officers,
and another level for employees. Accordingly, we believe such differing coverage would not be lawful
as not authorized by statute.” We recommend that the County write the Administrative Code to provide
the same level of benefits to all county employees. We further recommend that the Fiscal Court seek
legal advice from the County Attorney as to the legality of not providing the same level of health
insurance coverage for all employees as stated in OAG 94-15. We would also like to inform the county
that though a procedure or policy be established in the County’s Administrative Code, that the
Administrative Code does not trump established laws, statutes, and regulations in order to make broader
policies and that a narrower interpretation of policies or procedures may be permitted.

County Judge/Executive J.M. Hall’s Response: Elected officials pay and benefits are state regulated.
Employees are county regulated.

Auditor’s Reply: The Auditor reiterates that the county providing one level of coverage for elected
officers and another for employees is not lawful, as such differing coverage levels are not authorized by
statute. KRS 79.080; OAG 94-15.

2008-10 The County Judge/Executive Or A Designated Person Should Keep And Maintain Required
Records

The Judge/Executive does not maintain an appropriation ledger that is separate from the treasurer, and
does not reconcile it monthly as required by Kentucky Revised Statues and The Department for Local
Government Policy Manual. Also, purchase orders are not issued for every expenditure, nor is a
purchase order listing maintained. In addition, the Judge/Executive does not maintain accurate time
records (vacation) records for employees.

We recommend the following procedures and recommendations be followed by the Judge/Executive:

e Maintain an appropriation ledger

e Reconcile the appropriation ledger with the treasurer’s appropriation ledger at least once a
month

e Issue purchase orders and maintain a purchase order log (purchase orders should be properly
authorized)

e Maintain accurate time records

County Judge/Executive J.M. Hall’s Response: Present system of appropriations are state approved.
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2008-11 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
Proper Location

During our review of the fiscal court minutes, we found that an employee that works in the county
judge/executive’s office had been appointed to be the fiscal court clerk. In addition, the minute books
are being filed in the county judge/executive’s office. KRS 67.120(1) states that a fiscal court clerk
may be appointed by the fiscal court if the county clerk declines to serve as the fiscal court clerk.
KRS 67.100(5), however, states that the minute books shall be kept in the office of the county clerk.
We recommend the county comply with KRS 67.100(5) and file the fiscal court minutes in the office of
the county clerk.

It should be noted that the fiscal court minutes have significantly improved since the current
administration took office. In an effort to increase controls over the fiscal court minutes, we
recommend that the minutes of the court be stored in the County Clerk’s office because the minutes are
a matter of public record and for public viewing and therefore should be maintained in the County
Clerk’s office. The pages of the minutes and the claims list should be sequentially numbered and signed
by all members of the fiscal court certifying that they are correct and complete. All supporting
documentation should be located in the minutes as well in order to support any decision made by the
court. Also, we recommend that contracts, legal documents, and other documents that may bind the
County should not be signed by anyone other than the proper County employees or officials.

County Judge/Executive J. M. Hall’s Response: We agree.

2008-12 The County Should Maintain Complete And Accurate Capital Asset Schedules To Comply
With GASB 34 Requirements

The County did not have a completed capital asset schedule for fiscal year ending June 30, 2008. A list
of capital asset additions and disposals were not properly maintained. A schedule of additions should
be maintained as assets are purchased to simplify the process of updating the capital asset schedule. The
schedule should include the date the asset is acquired, a description of the asset, the vendor name, and
the amount. Invoices for asset acquisition and invoices for all other disbursements should be kept on file
in a manner that allows retrieval of the original invoice for review and verification as needed by
management and auditors. Further, we believe that the capital asset listing should be monitored and
maintained on a regular basis. As new assets are acquired they should be added to the listing. As
equipment is disposed of it should be removed from the listing. = We recommend that the County
maintain complete and accurate capital assets schedules to comply with GASB 34 requirements.

We further recommend that the fiscal court should take a physical inventory of its capital assets on a
regular basis (such as every two to three years) or at the beginning of a new administration to ensure
that only active, in-service machinery and equipment is included on the County’s financial statements.
This will ensure that fixed assets are properly stated and that depreciation is being calculated from a
reliable listing.

County Judge/Executive JM. Hall’s Response: We are aware and are implementing procedures to
resolve this issue.
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2008-13 The County Should Incorporate Any Future Knox County Hospital Bond Default Obligations
In Their Budget

On February 1, 2006, the former Knox County Judge/Executive entered into an agreement with a
private corporation (Pacer Health Corporation) to lease the Knox County Hospital with an option for the
Corporation to buy the Hospital. This agreement states that Pacer shall lease all of the assets for a fee of
$2,000,000, to be paid at closing. The agreement grants a purchase option, which is the current amount
of bond debt reduced by closing fees and lease payments at the time the purchase option is executed.
Review of county records reveal that the county didn’t have ownership of the hospital at the time the
agreement was entered into by the Former Judge/Executive. Ordinance Number 20060222-1
authorizing the county to assume full responsibility for the hospital operations was not effective until
February 20, 2006, which is nineteen (19) days after the agreement was executed. This ordinance was
not presented to the fiscal court until February 22, 2006, which is twenty-five (25) days after the
agreement was executed and two (2) days after the effective date of the ordinance. Therefore, the
former Judge/Executive did not have the authority to enter into this agreement to lease/sell the hospital.
In addition, the agreement also held the County financially liable for a penalty of $750,000 if the
County did not follow through with the agreement. KRS 67.0802 lists the methods by which counties
may surplus property (real and personal). These methods include, and are limited to: auction, electronic
auction, sealed bid, and transfer to another governmental entity. On July 11, 2006, an Interim
Management Agreement and Lease and Operating Agreement was amended to extend the final
agreement deadline. The agreement was finalized in December 2006. A summary of the lease terms is
as follows:

1. Pacer will have control of the Hospital Facility.

2. Pacer will collect all revenues and pay all expenses in the operation of the Hospital

3. Pacer will make monthly lease payments to the Trustee of the 2006 Bonds in an amount equal
to the debt service on the 2006 Bonds.

4. Pacer will pay all expenses associated with maintaining and insuring the Hospital.

5. Pacer will pay any leasehold tax payments due under Kentucky Law and will pay in lieu of tax
payments on December 1 of each year to the County.

6. Once the new Series 2006 Bonds are paid, Pacer has the option to take title to the Hospital as
owner.

7. Pacer will provide the County with financial reports but it will be solely responsible for the
operation of the Hospital and will not have to seek approval from the County for its
management functions.
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2008-13 The County Should Incorporate Any Future Knox County Hospital Bond Default
Obligations In Their Budget (Continued)

We recommend the County take actions to ensure proper approval of transactions by Fiscal Court and
that proper disposal of assets laws are followed. We also recommend the County take possession of
financial reports when possible and obtain debt confirmations periodically to ensure that the debt
payments are being made in regards to the 2006 Hospital Bonds. In addition, a current audit of the
Knox County Hospital has not been performed; therefore we recommend that the County request such
documents when they become available. We understand that legal counsel has been obtained to
review the legal status in regards to contractual obligations being fulfilled. We further understand that
Pacer has defaulted on the June 2009 bond obligation. We recommend the Fiscal Court incorporate
the possible liability issues associated with the bond defaults and legal costs associated with the
resolution of these contracts within its future budget process.

County Judge/Executive J.M. Hall’s Response: Prior administration actions.
2008-14 The County Should Pursue Collection Of Overcharges Which Caused Questioned Costs Of

$134,090 of Federal Transportation Grant Funds Due To Failure To Comply With
Allowable Costs In Prior Year

During the 2005 audit, it was discovered that two invoices submitted for Tri County Industrial Park
project contained mathematical errors that resulted in these particular invoices being overstated by
$134,090. As stated on the invoice dated November 5, 2004, the hours billed for tractor crawler
equipment were listed as 180 hours at $112 per hour for a total charge of $85,805. However, when
the auditor recomputed the amount, they discovered the line item actually computes to a total charge
of $20,160 resulting in an overstatement of $65,645. In addition, another invoice was found dated
March 7, 2005, where the hours billed for tractor crawler equipment were listed as 155 hours at $112
per hour for a total charge of $85,805. When recomputed this amount was found to actually compute
to a total charge of $17,360 resulting in an overstatement of $68,445. Uniform Administrative
Requirements for Grants and Cooperative Agreements to State and Local Governments (also known
as the “A-102 Common Rule”) Section 13.20 requires the county to comply with all applicable laws
and procedures. The Fiscal Court should also ensure fiscal control and accounting procedures are
sufficient to prepare accurate, current and complete reports. In addition the A-102 Common Rule
states internal controls should be effective to adequately safeguard assets and that Office of
Management and Budget Circular A-87 Cost Principles For State, Local and Indian Tribal
Governments should be followed to determine reasonableness and allowability of costs. Finally, the
Common Rule reflects accounting records must be supported by sufficient documentation. Therefore,
these costs of $134,090 were questioned in fiscal year 2005.

In May of 2006, a letter was received from the project’s attorney indicating that “the audit process
documented at 3500 hours which were not billed” relative to the project. The attorney further
indicated that the “unbilled hours far exceed the overcharges...and therefore, are not owed.” In
December 2008 a bill was received by the fiscal court from the Transportation Cabinet requesting
repayment of the $134,090 of questioned costs from federal grant funds. In January 2009 the issue
was turned over to the County Attorney to pursue. To date the only request made has been for
additional documentation to support the 3,500 hours which were not billed.
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2008-14 The County Should Pursue Collection Of Overcharges Which Caused Questioned Costs Of
$134,090 of Federal Transportation Grant Funds Due To Failure To Comply With
Allowable Costs In Prior Year (Continued)

We recommend that the County validate every invoice and claim in order to prevent misuse and
unnecessary spending of public funds. We further recommend the Fiscal Court incorporate the
possible liability issues associated with the repayment of federal grant funds within its future budget
process.

County Judge/Executive J.M. Hall’s Response: Prior administration actions.

2008-15 The County Should Monitor Bonding Requirements For All Elected And Appointed
Officials.

During our testing of bonded officials of the County, we noted the following items: 1) The Finance
Officer did not have a bond in place for fiscal year ending June 30, 2008. 2) The Occupational Tax
Administrator did not have a bond in place for fiscal year ending June 30, 2008. The Fiscal Court does
have an employee dishonesty rider on its insurance policy; however, the rider specifically states that it
does not cover tax collectors or officers.

We recommend the Fiscal Court immediately bond the Occupational Tax Administrator and the
Finance Officer. We also recommend that the County implement policies and procedures for
monitoring bonding requirements of all elected and appointed officials.

County Judge/Executive J.M. Hall’s Response: \We agree.

2008-16 The County Should Incorporate All Potential Liabilities In Its Budget Process

During our testing of net profit license fee returns related to occupational taxes, we noted an extension
payment remitted to the Fiscal Court of $240,000 in March 2008. Upon further review, we noted that
when the subsequent 2007 net profit license fee return was submitted in September of 2008, a refund
was requested.

The Company originally in Knox County was sold in February of 2007. The sale was handled as a
stock sale deemed asset sale for federal tax purposes which generated a federal capital gain. The
Company filed an extension with the county and paid in $240,000 with the extension before the sale
was completed. Upon completion of the sale of the Company, the federal capital gain is deemed
exempt at the state level and excluded on the state tax return. Accordingly, based upon section (11)(e)
of the 2004 Revised Occupational License Fee No. 20041223, net profit should “exclude any amount
of income that is exempt from state taxation by Kentucky Constitution”. Therefore the federal gain
generated and excluded at the state level, would also be excluded for purposes of the net profit
calculation. In our opinion and based upon our testwork, we believe the Fiscal Court has an
outstanding liability of $240,000.

We recommend the Fiscal Court incorporate the possible liability issues associated with the repayment
of the net profit license fee return within its future budget process.

County Judge/Executive J.M. Hall’s Response: We have requested an opinion from Revenue Cabinet.
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2008-17 The County Should Record All Debt Financing Obligations

The Fiscal Court has not recorded over $162,000 of debt financing obligations in the long-term
liabilities of the 4™ Quarter Financial Statements. We recommend the Fiscal Court ensure that all debt
is correctly posted to the 4™ Quarter Financial Statement to ensure that the Fiscal Court is operating
within their approved budget.

County Judge/Executive J. M. Hall’s Response: We are aware and have already resolved this issue.

2008-18 The Jail Should Improve Their Internal Control Procedures

The Jail was reopened in January 2008. The Jail does not have policies and procedures in place for
establishing an adequate segregation of duties and safeguarding assets. We recommend the following
procedures be implemented to strengthen the internal control weaknesses:

¢ An independent person should list all receipts and agree them back to the receipts ledger. A
listing of all receipts for that day detailing the date received, the amount, type of transaction,
whom it is from, and what the amount is for should be maintained. The receipts should be
reconciled to the Jail Tracker software.

¢ An independent person should open the bank statements and review them for unusual items,
such as debit memos and overdraft charges, and initial the bank statement as an indication of
their review. A separate person should reconcile the bank statements to the Jail Tracker
software.

e An independent person should review the reconciliation for accuracy. This person should
initial the reconciliation to document the review was performed.

¢ An employee independent of check writing and posting duties should match purchase orders
to checks and invoices. The person who signs the checks should also cancel the purchase
orders and invoices to ensure invoices are not paid twice. The disbursements should be
reconciled to the Jail Tracker software.

¢ An independent person should requisition and purchase all items for the canteen. A separate
person should reconcile, post and physically count on a monthly basis the inventory
maintained by the canteen.

e The receipt of cash, disbursement of cash and posting of cash should be delegated to separate
individuals for better internal controls.

e The jail should implement stronger internal controls over the computer system. All
transactions should be backed up daily on a disk and should be secured off-site.

e The Jailer is required to file and remit sales taxes to the Commonwealth of Kentucky on all
products sold in the canteen.

e The Jailer is required to submit an annual report to the county Treasurer on the canteen
account.

KRS 441.135 states, “All profits from the canteen shall be used for the benefit or recreation of the
prisoners. The Jailer shall keep books of accounts of all receipts and disbursements for the canteen
and shall annually report to the County Treasurer on the canteen account.”

Financial statements were not prepared neither was an annual report was submitted for the fiscal year
ending June 30, 2008.
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2008-18 The Jail Should Improve Their Internal Control Procedures (Continued)

We recommend the Jailer implement these procedures for adequate segregation of duties and
safeguarding assets.

County Judge/Executive JM. Hall’s Response: This year has been a learning process for the Jail
employees. We are just now learning how to use Jail Software and how to keep up with our finances.

2008-19 The County Failed To Monitor Federal Grant Funds

The County is the recipient of a five-year federal grant program. Of the $200,000 program budget
submitted, 50% is funded by federal funding and 50% by local matching funds. The County receives
and disburses the federal funding. No reconciliation of disbursements to the program budget or
review of the allowabililty of the disbursements is monitored as required by the federal program.
Upon review of invoices paid with federal funding by the County, several items were noted that were
not in the original budgets or appeared excessive. An iPhone purchased was not budgeted and six
computers and two printers were purchased when the budget contained only one computer and one
printer. Therefore, the County is paying for items not budgeted for within the allowable federal
expenditures. No information was available as to whether the local match requirement was met.
Should the federal oversight agency audit or review this program, the county could incur disallowed
or questioned costs associated with this program and have to reimburse federal funds spent.

We recommend the county implement policies and procedures to adequately monitor federal grant
programs. We recommend a reconciliation of budget to actual expenditures be performed on a
monthly basis to ensure that all dollars spent are allowable. We further recommend the county
monitor whether the local matching requirement is met to ensure disallowed expenditures or
questioned costs will not occur.

County Judge/Executive JM. Hall’s Response: \We are aware and are implementing procedures to
resolve this issue.






